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ABSTRACT

Under the Department of Defehse’s (DoD) modified capitation resource
allocation system, there are incentives to shift costs to other components of the
Military Health Services System (MHSS). In the transition to capitation budgeting,
the Office of the Assistant Secretary of Defense for Health Affairs (OASD/HA)
published the Transfer Payment policy in 1995 to ensure the equitable transfer of
funds between the Services and Military Treatment Facilities (MTFs). This thesis
begins by providing background on the MHSS direct care system, TRICARE
Program, and DoD’s modified 'capitation resource allocation mgthodology. Since
the methodology of transfer payments is based on data from currently utilized
information systems, this thesis contains a discussion of those systems as well as
those planned for deployment. The relevant prospective paymént system (PPS)
costing factors used in determining a fransfer price are also examined. Case
studies are used to illustrate when a transfer payment would occur and what
computations are employed in determining the amounf of funds to transfer.
Although the policy was designed to provide for ah equitable transfer of funds, it
has been the subjgct of much debate. Consequehtly, this thesis examines the

major implementation issues and current effectiveness of the policy itself.
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I. INTRODUCTION

A. GENERAL

This thesis will evaluate the Transfer Payment policy developed by the Office
of the Assistant Secretary of Defense for Health Affairs (OASD/HA) and Military
Medical Departments. Understanding the transfer payment process requires an
examination of the TRICARE program structure; the modified capitation-based
resource allocation methodology employed by Health Affairs; and the information
systems, data and specific calculations used in the determination of transfer

1 payment prices. Discussions will also include the incentives created by the transfer

payment policy.
B. BACKGROUND

The Military Health Services System (MHSS) is one of the nation’s largest
health care systems, offering health care benefits to about 8.3 million peopie and
costing over $15 billion annually. The primary mission of the MHSS is to maintain
readiness by providing for the health care of approximately 1.7 million active-duty
service personnel and by being prepared to deliver health care during times of war.
However, of the 8.3 million people that receive health care through the MHSS, 29
percent is comprised of active duty family members and 50 percent represents
military retirees and their families. The number of eligible beneficiaries is expected
to decline only slightly through the year 2000, eveﬁ though the active-duty forces

are being reduced because the number of retiree families will increase. [Ref. 1]




The MHSS provides health care services through an extensive worldwide
system of military medical facilities consisting of 127 military hospitals and medical
centers and 504 clinics. [Ref. 1] Inpatient referrals throughout the MHSS represent
approximately $450 million of the Defense Health Program (DHP) [Ref. 2].

The goal of the Military Health Services System is to deliver value by giving
active duty members, retirees and their families access to high quality, efficient
~ health care. As the nation’s largest employer, the military is facing unprecedented
challenges in managing reduced resources to pay for steadily rising health care
costs similar to those confronting the civilian health care community.

Some of the reasons for increasing health care costs include: high-priced
medical technology; proliferation in facilities and services; increased labor costs;
changes in medical practice and standards; and increased utili»zation and normal
inflation. An important part of the solution to these problems is through a revamped
health care system where the incentives motivate everyone to pursue or provide
cost-effective health care. [Ref. 3]

With the impetus for national health care reform in 1993, the Department of
Defense (DoD) began'aggressively implementing its health care reform program,
known as TRICARE, with scheduled nation-wide implementation by mid-1997. In
concert with the implementation of the TRICARE program, a capitation-based
methodology was used in Fiscal Year (FY) 1994 to resource the Military

Departments and ultimately, the individual MTFs.




Historically, under a workload-based financing scénario, MTFs were
retrospectively reimbursed for services provided to patients. In other words,
hospitals were rewarded for the amount of workload produced, not on how
efficiently that workload was processed. This method of reimbursement is known
as “fee-for-service”. As the quantity of care delivered and level of resources used
continued to climb, so did the medical facility’s budget. This methodology of
financing created a great disincentive for the efficient use of resources. |

Recently, defense cutbacks and downsizing have reduced funding for health
care as well as other activities. To instill economic behavior in the use of
increasingly limited resources, the Office of the Assistant Secretary of Defense for
Health Affairs (OASD/HA), hereafter referred to as Health Affairs, looked to a
population-based financial resource allocation methodology, or capitation
budgeting. As demonstrated by the popularity and success of private-sector
Health Maintenance Organizations (HMOs), capitation provides economic
incentives to cost—effective_'and efficient managed care because it discourages
* inappropriate hospital admissions, exceésive lengths of stay and unnecessary
services. Under capitation, the military MTF commander assumes responsibility for
providing all health services to a defined population in return for an annual fixed
amount per beneficiary regardless of the type and quantity of services used. Thus,
the fihancial incentive has shifted from the emphasis‘on workload to the efficient

delivery of necessary health care to the beneficiary population. [Ref 2]



| Unlike HMOs, who base their capitated rate on an enrolled, and thus well-
defined, population of beneficiaries, the Military Health Services System is tasked
with providing care to a population which is not enrolled in their health care system
and is inherently mobile. Thus, to assist military MTFs in defining their serviceable
population, “catchment areas” were assigned. The catchment area for an individual
MTF is defined as a 40 mile radius around the facility. However, as p‘reviously
alluded to, the user population of a specific military medical facility does not
necessarily come from its designated catchment area. Military beneficiaries are not
enrolled as in a civilian managed care plan and are able to go to any military
medical facility for treatment. In turn, these facilities can refer patients to other
military hospitals for care. [Ref. 2]

MTF funding and workload historically included patients from non-catchment
areas and other MTF catchment areas (referrals). Consequently, the Military
Departments were given resources in their capitated allocation for that workload.
Because the cost of care for these beneficiaries is included in the medical capitated
allocation, hospital commanders continue to receive funds to care for these
beneficiaries and continue to provide them appropriate care.

However, the problem stems from the new capitated financing system in that
the resulting capitated rate for individual medical facilities was calculated on
historical‘ workload. MTFs are indeed funded for vsibme.historical level of referrals,
but with the new financial incentives that accompany a capitation-based resource

allocation system, subsequent shifts in workload between facilities may occur.




Workload in some MTFs may increase, while workload in other MTFs may
decrease. Workload shifts, whether the result of clinical referral patterns, Base
Realignment and Closure (BRAC) driven population changes, or managed care
decisions may adversely affect the operating budgets of refefral centers and result
in “windfall profits” to referring facilities. [Ref. 2]

An effective method to provide for a transfer of funds between military MTFs
is an integral part of building a competitive health services system using a business
case approach. On May 22, 1995, Health Affairs issued a transfer payment policy
to prevent possible adverse effects on the opérating budgets of referring and
referral activities once capitated budgeting was fully implemented. In its policy
paper, Health Affairs hés termed transfer payments a major component of the
MHSS capitation—bésed resource allocation. Presently, the transfer payment policy
issued by Health Affairs applies only to inpatient referrals due to the lack of
required outpatient data and inadequate information systems. Still, inpatient
referrals throughout the MHSS represent approximately $450 million of the Defense
Health Program (DHP). The transfer payment policy, in essence, was designed as
a mechanism to allow for an equitable movement (i.e., transfer) of funds from an
MTF to other MTFs where the care was actually provided. [Ref. 2]

The lack of adequate and timely information on health care has, over the
years, impeded several DoD initiatives to provide health care more cost effectively.
Inadequate information systems continue to hamper the effectiveness of MTF

commanders and their ability in implementing change. These concerns about DoD




health care management information systems become even more critical with the
implementation of TRICARE and a capitation-based resource allocation system.
C. RESEARCH QUESTIONS

The primary question that this thesis endeévors to answer is: What is the
transfer payment policy and what will be the effect upon MTF referral policy and
resources? In addition to answering the primary question, four subsidiary research
questions will be addressed:

@ What concerns necessitated the need for a transfer payment policy?

@ What information systems and data were utilized in determining
the transfer payment price?

® How and when is the transfer payment price determined?

® What are the primary implementation issues of the individual
‘Services, Lead Agents, and MTFs? :

D. SCOPE

This thesis will consist of an examination of the transfer payment policy as
currently employed by Health Affairs and the Military Departments to include:
relevant historical and background information; the information systems, data and
specific calculations used in determination of transfer payment prices; the impact
on Military —Tre'atment Facilities (MTFs) decisions as they relate to referral policy

and resources; individual Service and Lead Agent perspectives; and alternative

approaches.




E. LIMITATIONS

. Because of the recent introduction of this concept, this thesis is limited to
current experiences. Due to time constraints, this thesis will terminate data
collection on 1 June 1996.

F. LITERATURE REVIEW AND METHODOLOGY

Publications, instructions, and working papers from DoD, Health Affairs, and
various Military Medical Departments were reviewed for areas relating to transfer
payments, capitation based resourcing and the TRICARE program. This provided
background data on practices and policies.

Key personnel from Health Affairs and the individual Services were

interviewed to gain additional insight and perspectives into the current transfer .

payment policy.
G. DEFINITIONS, ABBREVIATIONS, AND ACRONYMS

Definitions of certain terms presented in the thesis are given as they arise.
A list of abbreviations and acronyms is presented after the Table of Contents.
H. CHAPTER OUTLINE

'Following the introduction chapter, which provided a general introduction to
the concept and current policy on transfer payments, this thesis is organized into
five chapters.

Chapter Il will provide an overview of the MHSS direct care system, the
TRICARE program, the DoD modified capitation-based resource allocation system,

and the information systems utilized and under devélopment in support of DoD
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Capitation. More specifically, this chapter will also discuss the decision making
process and organizational structure of the MHSS direct care system and TRICARE
program.

Chapter 1l provides an overview of those transfer payment factors used in
computing the actual transfer payment. Specifically, this chapter will provide a
discussion on diagnosis rela'ted groups (DRGs), length‘ of stay (LOS), relative
weighted products (RWPs), case-mix index (CMI), and adjusted standardized
amounts (ASAs).

Chapter IV will examine through case studieé when a transfer payment is
required and how the transfer payment ig calculated. The transfer payment
formulas will be presented with accompanying explanations and exampleé. |

Chapter V wi‘ll present the transfer payment policy implementation issues that
currently concern the Services and lead agents. This chapter is not meant to
provide a critical review of the policy, but rather consolidates those issues that may
impact upon the successful implementation of the transfer payment policy. Various
examples will be provided as needed.

Chapter VI will conclude this thesis with a summary, conclusions and

recommendations, and directions for future research.




Il. BACKGROUND

A. THE MILITARY HEALTH SERVICES SYSTEM (MHSS)

As noted in Chapter |, the MHSS offers health care benefits to about 8.3
million people and costing over $15 billion annually. In 1995, the medical budget
represented about 6 percent of the total defense budget. The primary mission of
the MHSS is to maintain readiness by providing for the health care of approximately
1.7 million active-duty service personnel and to be prepared to deliver health care
during times of war. The MHSS also provides services to some 6.6 million
nonactive-duty beneficiaries. Health care services are delivered through an
extensive system of military treatment facilities (MTFs) located throughout the
world and through an insurance-like program called the Civilian Health and Medical
Program of the Uniformed Services (CHAMPUS). [Ref 1]

The Assistant Secretary of Defense (Health Affairs) is responsible for
planning, policy development, and oversight of the MHSS. These responsibilities
include developing guidance on DoD health plans and programs; ensuring that
medical programs and sysfems .meet opérational readiness requirements;
establishing requirements and standarc;é for DoD medical and acquisition
programs; programming and budgeting MHSS resources and funds, except for
personnej and construction funds; and administering CHAMPUS.

Each Se'rvice, in turn, has its own medical department (The Navy’'s Bureau

of Medicine and Surgery (BUMED); the U.S. Army Medical Command




(USAMEDCOM); and the U.S. Air Force Medical Department) éach headed by it's
own surgeon general. Each of the Services’ medical departments prepares a
medical program budget for Health Affairs, develops Service-specific programs, and
operates the Services’ MTFs. Each Service also recruits and funds its own medical
personnel to administer the medical programs and provide health care services.

Funding for the MHSS is provided through a single defense medical
appropriations account, the Defense Health Program (DHP) Appropriaﬁon. The
DHP provides the necessary resources for the delivery of medical and dental
services to the active forces and other eligible beneficiaries. It provides funds for
| operation and maintenance, procurement, research and development, medical
comfnand headquarters, specialized services for the training of medical personnel,

occupational and industrial health care, and CHAMPUS. The DHP also provides

funding for the acquisition of expensive capital equipment in support of military =

MTFs, training, facilities, and programs, but does not include funds for military
construction (funded through a separate account) and active and reserve medical
personnel. Active duty medical pay is included in the DHP Program Objective
Memorandum (POM), but is transferred to the Military Departments for budget
execution. [Ref. 4]

Health Affairs directs the distribution of funds to the Services, which then
allocate the funds to their MTFs and other activities. Figure 1 depicts the flow of
funds from the DHP to Health Affairs, the Services’ Medical Departments, and

ultimately to the individual MTFs and other medical activities.
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Figure 1. Depicts flow of funds from DHP

1. The Direct Care System

Active duty personnel and other eligible beneficiaries receive their health
care services directly through an extensive system of DoD operated hospitals and
clinics, staffed by civilian and military medical personnel. This delivery system has
become known as the direct care system. Three-fourths of all heath care services
are provided through the direct care system while one-fourth is provided through
CHAMPUS. Active-duty personnel and their family members make up about one-
half of the eligible beneficiary population. The other half consists of retirees, their

family members, and survivors.
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The combined MTF capabilities of all three Services include over 600 MTFs
and is composed of 127 military hospitals and 504 clinics. The MTFs employ about
48,000 civilians, as well as 135,000 active duty military, and about 91,000
personnel in the Selected Reserves and National Guard are assigned to medical
missions.

There are three categories of MTFs: (1) Medical Centers, which are large
tertiary care facilities, ranging in size from about 200 to 1,000 beds, offering both
inpatient and outpatient care; (2) Community hospitals, typically with fewer than 200
beds, also offer inpatient and outpatient care but usually handle less complex cases
than the medical centers; (3) Clinics, which are generally small facilities offering a
limited range of primary care services and usually only on an outpatieht basis
(although some can do so in emergencies). Cases requiring more extensive
treatment are referred to other military or civilian facilities. [Réf. 5]

Although fewer in number, the medical centers provide a larger portion of
direct care. In 1992, about 57 percent of the inpatient workload and about one-third
of the outpatient workload.in the direct care system were handied in medical
centers. Community hospitals handled about 43 percent of {he direct care inpatient
workload and about 60 percent of the outpatient workload. The remaining
outpatient care was delivered in clinics. In FY94, MTFs admitted 704,232 patients,

delivered 67,223 babies and had 46,189,193 outpatient visits. [Ref. 1]
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) 2. The Civilian Health and Medical Program of the Uniformed
Services (CHAMPUS)

Since 1956, DoD has been authorized to treat nonactive-duty people within
the MHSS. Legislative actions in 1956 and 1966 gave family members of active-

duty personnel, retirees and their family members, and survivors access to care in

|
l MTFs on a space available basis. When health care services are not available in
MTFs to nonactive-duty beneficiaries, these beneficiaries can receive health care
from the private-sector through CHAMPUS. CHAMPUS is a program of medical
benefits provided by the U.S. Government under public law. Active duty members
are not eligible, but receive health care services through the direct care system.
Under CHAMPUS, DoD pays a portion of the cost of care. CHAMPUS is
automatically available to the families of active-dthy personnel, retirees and their
family members, and survivors under the age of 65. At age 65, beneficiaries are
no longer eligible for CHAMPUS because they become eligible for Medicare.
However, Medicare eligible beneficiaries may still receive care through the direct
care system on a space-available basis.
CHAMPUS is comparable to private-sector indemnity (fee-for-service) health
benefit plans, requiring beneficiaries to pay for care up to an annual deductible
amount, and then pay a portion of the remaining costs; however beneficiaries are

not required to pay premiums for CHAMPUS. The amount of the deductible and

‘copayment varies by type and source of health care and by different beneficiary

'Dependents’ Medical Care Act (P.L. 84-569), in 1956, and the Military Medical
Benefits Amendments of 1966 (P.L. 89-614)
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groups, ranging from $50 to $3OO for the deductible and 20 to 25 percent for
copayments. CHAMPUS eligibility, benefits and cost sharing are defined in
Chapter 55 of Title 10, United States Code.

To help ensure fuller utilization of the direct care system, CHAMPUS will not
pay for private-sector inpatient hospital care and some high cost outpatient care
provided to beneficiaries living within a 40-mile radius of an MTF unless those
beﬁeficiaries receive prior approval from the facility. This approval is called a
“nonavailability statement” and it tells the‘beneﬁciary that the MTF could not
provide the necessary treatment within the required time frame or did not have the
capability to provide the needed health care service. Beneficiaries living outside
the 40-mile radius of the MTF are not required to obtain a nonavailability statement.

More than a third of the almost 6 millién persons who are eligible for
CHAMPUS use its benefits annually at a government cost of nearly $3 billion. In
FY93, CHAMPUS expenditures were approximately $3.5 billion, nearly as much as
was spent on nonactive duty beneficiaries in the direct care system ($3.9 billion).

In 1987, in an effort to control spiraling health care costs, CHAMPUS
implemented a new payment system for acute hospital services. It was based on
a model established by the Health Care Financing Administration (HCFA) for the
Medicare Prospective Payment System. CHAMPUS modified the model by utilizing
CHAMPUS claim data to develop weights and rates specific to it's beneficiary
population. A GAO review in 1990 found that over $200 million in savings in 1989

could be directly attributed to the new CHAMPUS payment approach.
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In the case of payments to physicians and other iﬁdividual providers,
Congress directed in the DoD Appropriations Acts for 1991 through 1995, that
CHAMPUS payment limits be analyzed to identify overpriced procedures, compared
to Medicare, and that annual reductions of up to 15 percent in overpriced payment
limits be made. In May 1992, CHAMPUS began paying physicians based on
national prevailing charges, adjusted to reflect local economic conditions using
Medicare’s Geographic Practice Cost Indices. Today, CHAMPUS paymént levels
for many procedures are at or near Medicare Fee Schedule amounts. In order to
protect beneficiaries and avoid impairing access to care, the payment level
reductions can be waived if they would impair access. To provide finahcial
protection for beneficiaries, CHAMPUS limits balance billing by nonparticipating
providers to 115 percent of the allowable charge, the same as Medicare. [Ref. 4]

Within recent memory, several alternatives to the direct care system and
CHAMPUS have been implemented. The more familiar programs include: the
CHAMPUS Reform Initiative (CRI) demonstrations; Base Realignment and Closure
(BRAC) site managed care initiatives; Tidewater Virginia (coordinated care)
demohstration project; PRIMUS/NAVCARE Clinics; and the Managed Care Support
Program Contract for California and Hawaii. [Ref. 6]

The rise of these health care réform initiatives can be attributed to ever

increasing health care costs and the problems inherent in the MHSS itself.

Historically, these problems have included [Ref. 6]:




Uneven access to care.
Overcrowding in the MTFs.

Maldistribution of health care resources.

o
[
L
@ Duplication of effort among the military medical services.
® lLackofa standardized health benefits package.

® Decreased DoD funding levels.

@ Beneficiary confusion concerning available health care options.

Armed with the lessons learned from it’s previous health care initiatives and
faced with ever increasing health care costs and reduced funding, the DoD has
begun the monumental task of redesigning the MHSS through the imple_mentation
of TRICARE.

B. THE TRICARE PROGRAM

Congress in the National Defense Authorization Act for FY94, directed DoD
to prescribe and implement a health benefit option for beneficiaries eligible for
health care under Chapter 55 of Title 10, United States Code. Specifically, the
program was to be modeled on Health Maintehance Organization (HMO) type plans
offered in the private sector. Additionally, beneficiaries who enroll in the health
benefit option, would have reduced out-of-pocket costs and a uniform benefit
Structure. Congress further directed that the costs would be no greater than those
incurred to provide health care to the covered benéficiaries who enroll in the option.

With the advent of TRICARE, DoD found it necessary to “redesign” the

current health care delivery system. In it’'s redesign toward an HMO-like pian, DoD
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incorporated several new features into the MHSS. These new features include a
“Triple Option” for CHAMPUS eligible beneficiaries; establishment of 12 Health
Service Regions (HSRs) within the United States; fixed price at-risk TRICARE
Support Contracts within each HSR; and a capitation-based resourcing allocation
system, to be discussed later in this chapter.

As previously mentioned at the beginning of this chapter, this discussion will
primarily focus on the administrative and funding aspects of TRICARE, however
a discussion of TRICARE would not be complete without a brief overview of the
“Triple Option” offered to it's beneficiaries.

1. The “Triple Option”

TRICARE offers beneficiaries eligible for CHAMPUS three health care
delivery options. TRICARE Prime, which is sirﬁilar to an (HMO) model; TRICARE
Extra, a Preferred Provider Organization (PPO) type option; and TRICARE
Standard, which is the basic CHAMPUS program. -

TRICARE Prime is available to all CHAMPUS eligible beneficiaries.
Beneficiaries are enrolled in an HMO-like plan and obtain health care services
through an integrated network of civilian and military providers. Enrolled members
of the TRICARE Prime Option will pay an annual enroliment fee and reduced
CHAMPUS cost shares and copayments (point-of-service charges). Active duty |
members are automatically enrolled in TRICARE Prime and there are no annual
fees for active duty members and their families. TRICARE Prime enrollees will also

have access to a Primary Care Manager (PCM). The PCM is responsible for
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coordinating patient referrals for health care within the integrated civilian and
military provider nefwork. Additionally, enrollees will usually have no claim forms
to file. A point-of-service (POS) option is available under TRICARE Prime that
allows enrollees to go outside the established network. However, this decision
could involve payment of significant cost-shares and deductibles which could
| exceed basic CHAMPUS costs.

| TRICARE Extra is a preferred provider network which reduces the cost share
requirement more than the basic CHAMPUS program. Participants in this program
will not be enrolled and will obtain their care from providers through an established
civilian network, which has contracted with the government at a discounted rate.
Users of the basic CHAMPUS program do not have to enroll in TRICARE Extra and
may participate on a case-by-case basis. Also, beneficiaries have the added
benefit of hot having to file their claims.

TRICARE Standard is the basic CHAMPUS program. Beneficiaries are not
required to be enrolled and have a greafer chdice in selecting their particular
provider. Howevér, this option requires the payment of annual deducﬁbles and
more costly copayments and cost-shares.

2. Regionally Managed Care

To implement and administer TRICARE, DoD has organized its medical
facilities into new health care regions and established a new administrative
structure to oversee the delivery of health care within the regions. MTFs are

organized on a geographic basis into 12 HSRs, encompassing the MTFs from all
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three Services. The number and Service affiliation of the facilities vary among
HSRs, as well as the number of eligible beneficiaries in each HSR. A medical
center commander within each HSR has been designated as the region’s “Lead
Agent” and is supported by a joint-Service staff.

3. Lead Agents

Lead Agents are a critical component of the DoD health care program. Lead
Agents working cooperatively with all the Services' regional MTF commanders and
their staffs will be directly responsible for the development, implementation, and
management of the regional health plan for their MHSS beneficiaries, including the
development of an integrated health care network within their respective regions.
A Managed Care Support Contract, centrally procured by the TRICARE Support
Office (formerly OCHAMPUS), will provide the civilian provider network that will
augment MTF capabilities. -

MTFs within each HSR retain their parent Services chain-of-command.
Consequently, each Service will retain their authority to make decisions fegarding
direct care (MTF) operating funds, facility maintenance, and personnel actions.
Therefore, the lead agent does not control the funds that flow from the Services to
their respective facilities within the HSR or the CHAMPUS funds, which are
controlied by DoD and the contractor. Lead Agents, in effect, are coordinators who
attempt to ensure that MTF; in't;heir region seek the moét economical and efficient

care possible.
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Since the Lead Agent does not necessarily have the same Service affiliation

as the MTFs in the region, the specific responsibilities of Lead Agents can vary

among region